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Memorandum
MAR 31 1993
Date : { } f)
Bryan B. Mitchell /ngﬁ%‘”“//ijL/Qxfoc/C/C\_

F . .
rom Principal Deputy Inspector General
/

Report on the Audit of Administrative Costs Incurred Under
Parts A and B of the Health Insurance for the Aged and
Disabled Programs by Blue Cross and Blue Shield of Michigan
(A-05-93-00013)

Subject

To

William Toby, Jr.
Acting Administrator
Health Care Financing Administration

This memorandum alerts you to the issuance on April 2, 1993,

of our final audit report. This report was prepared under an
audit contract with the certified public accounting firm,
Davis, Graves & Livingston, P.C. A copy is attached.

Administrative costs incurred by Blue Cross and Blue Shield of
Michigan (BCBSM) for the period October 1, 1987 through
September 30, 1989 under Parts A and B of the Health Insurance
for the Aged and Disabled program contained amounts
recommended for financial adjustment and costs set aside for
further Health Care Financing Administration (HCFA)
consideration of approximately $3.0 million and $4.2 million,
respectively. Financial adjustments pertained to unallowable
pension costs of $2,135,884; understated complementary
insurance and miscellaneous income credit adjustments of
$317,839; over allocations of technical support services,
leased automatic data processing equipment and building
occupancy costs of $269,795; unallowable subsidiary profit,
interest, and legal fees of $214,756; and unallocable costs
and return on investment charges of $72,642.

We are recommending that BCBSM make appropriate financial
adjustments in these amounts. The auditee concurred with
financial adjustments and set aside costs amounting to
$2,434,145 and $4,248,743, respectively. The auditee did not
agree with recommended adjustments totaling $576,771 for
understated credits, over allocated building occupancy costs,
and unallocable audit subcontract costs.
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Regional HCFA officials generally concurred with the
and procedural recommendations.

For further information, contact:
Martin D. Stanton
Regional Inspector General
for Audit Services, Region V
(312) 353-2618

Attachment

financial
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CHICAGO. ILLINOIS 60603-6201 OFFICE OF

INSPECTOR GENERAL

Our Reference: Common Identification Number A-05-93-00013

Ms. Rosalee Livingston

Vice President, Government Business Group
600 Lafayette East

Detroit, Michigan 48226

Dear Ms. Livingston:

Enclosed for your information and use are two copies of an Office of
Inspector General audit report titled "Report on the Audit of
Administrative Costs Incurred Under Parts A and B of the Health
Insurance for the Aged and Disabled Programs for the period

October 1, 1987 through September 30, 1989. The report was prepared
under audit contract with the CPA firm, Davis, Graves & Livingston,
P.C. Your attention is invited to the audit findings and
recommendations contained in the report.

Final determinations as to actions to be taken on all matters
reported will be made by the Health and Human Services (HHS)
official named below. The HHS action official will contact you to
resolve the issues in this audit report. Any additional comments or
information that you believe may have a bearing on the resolution of
this audit may be presented at that time.

In accordance with the principles of the Freedom of Information Act
(Public Law 90-23), Office of Inspector General reports issued to
the Department’s grantees or contractors are made available if
requested, to members of the press and general public to the extent
information contained therein is not subject to exemptions in the
Act, which the Department chooses to exercise. (See 45 CFR Part 5).

To facilitate identification, please refer to the referenced common
identification number in all correspondence relating to this report.

Sincerely,
Martin D. Stanton

Regional Inspector General
for Audit Services

Enclosures:
Direct reply to:
Judith Stec

Associate Regional Administrator
Division of Medicare



CONTRACT DISCLOSURES

This report is made pursuant to contract HHS-150-90-0011.
The dollar amount of the contract with the Department of
Health and Human Services, Office of Inspector General for
work resulting in this report is not to exceed $ 83,808.
The contract was awarded to Davis, Graves & Livingston, P.
C. (Contractor) through a competitive bidding process.
The names of the persons employed or retained by the
contractor with managerial or professional responsibility
for such work, or for the content cf the report are as
follows:

WALTER D. DAVIS, CPA
RODNEY L. GRAVES, CPA
ROSALIND BAKER, CPA

AUDITORS:

Davis, Graves & Livingston, P.C.
Certified Public Accountants
4500 Bissonnet, Suite 245
Bellaire, Texas 77401

DHHS PROJECT OFFICER

Mr. Paul Swanson
Department of Health & Human Services
Office of Inspector General
Office of Audit Services
105 W. Adams Street
Chicago Illinois 60603-6201
(312) 353-2618



SUMMARY OF FINDINGS

Blue Cross and Blue Shield of Michigan (Auditee) <claimed
administrative cost for Medicare, Part A and Part B, as follows:

Fiscal Year

1988 1989 Total
Part A $15,390,710 $14,388,795 $29,779,505
Part B 33,870,240 33,854,643 67,724,883
$49,260,950 $48,243,438 $97,504,388

our audit disclosed that the costs claimed and procedures followed
were generally in accordance with the reimbursement principles and
other provisions included in the Medicare agreements and Federal
Acquisition Regulations, except for $ 7,259,659 of the $97,504,388
in administrative costs claimed by the Auditee during the period
covered by our audit. We are recommending $3,010,916 for financial
adjustment. At the request of the Project Officer, we did not
audit $4,248,743 of subsidiary cost. Accordingly, we did not
express an opinion on these costs, such amounts have been set aside
for further consideration by HFCA officials. The remaining
$90,244,729 is recommended for acceptance.

FINDINGS

The following is a summary of audit findings that are included in
the report:

1. SUBSIDIARIES

During fiscal years 88 and 89, the Auditee charged Medicare for
the cost of services provided by its wholly-owned for-profit
subsidiaries amounting to $4,345,990. Included in the amount
charged to Medicare was $195,565 in subsidiaries profits.
Auditee eliminated $98,318 in profits from their Final
Administrative Cost Proposals, however, the remaining amount of
$ 97,247, we are recommending for financial adjustment. Based
on a request from the Project Officer, we did not audit the
remaining $4,248,743 in costs, accordingly, we are unable to
express an opinion on the acceptability of these costs and have
set them aside for further consideration by HCFA.

2. PENSION AND SPECIAL EARLY RETIREMENT PLAN
During fiscal year 1988 the Auditee charged Medicare for the
cost of pension expense attributable to a Special Early
Retirement Program (SERP).



It was determined that $2,135,884 of the claimed SERP pension
expense was not computed or funded in accordance with
applicable requirements and was unallowable for Medicare
reimbursement.

TECHNICAL SUPPORT AREAS

Technical support center costs were billed to users, including
Medicare, at rates less than actual cost of certain cost
centers. The resulting residual amounts in these cost centers
were then distributed to the users on a different cost
allocation basis, resulting in overcharges to Medicare. In
October 1988, the basis for distributing residual amounts was
changed to the same basis used to bill users. As a result of
this change a retroactive adjustment was made to the Final
Administrative Cost Proposal for Fiscal Year 1988. However,
the adjustment amount for the period October 1, 1987 through
December 31, 1987 was not recorded. We are recommending for
financial adjustment the net amount relating to the period, of
$52,033.

INTEREST ON NOTES PAYABLE

The Auditee overcharged Medicare $110,648 for wunallowable
interest cost related to installment payments on a promissory
note resulting from termination of leased equipment which
required the Auditee to sign a promissory note for the
termination cost.

Interest costs are unallowable per TITLE 48 CFR 31.205-20.

We determined that these payments included a total of $37,745
for FY 1988 and $75,161 for FY 1989 in interest costs.
Medicare Part B was allocated 98 percent ($110,648) of these
costs.

LEASED EQUIPMENT - DISK STORAGE EQUIPMENT

The Auditee leased certain Automated Data Processing Equipment
(ADPE) from a subsidiary. The rent paid for this equipment and
allocated to Medicare was greater than allowable under Federal
Acquisition Regulations. As a result, excess costs of $24,146
were charged to Medicare in FY 1988.

BUILDING OCCUPANCY - DUPLICATE UTILITY CHARGE

Utility costs were allocated to Medicare in the months of
October, November and December 1988 even though utility costs
were included in the calculations of standard rate used in the
compilation of occupancy costs. As a result of this
duplication, Medicare was overcharged by $32,042.
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11.

12.

COMPLEMENTARY CREDITS

The Auditee understated the amount of complementary credits
applicable to Medicare during FY 1988 and FY 1989. The
complementary credits reported in the Final Administrative Cost
Proposal (FACP) was an estimated amount. The actual
Complementary Credits exceeded the reported amount, as a result
Medicare had not received $129,425 in applicable credlts.

ACCRUED SUBCONTRACT

Auditee accrued and charged to Medicare Subcontract expense for
auditing services that have not been performed. Generally
accepted Accounting Principles require that expenses be
recorded in the accounting period that actual obligations is
incurred. The amount of such accrual is $65,316.

RETURN ON INVESTMENT

The Auditee applied the Return on Investment (ROI) to a parking
lot facility that was no longer an asset of the Auditee. Since
the assets was not used for Medicare purposes, the ROI amount
claimed is unallowed. The total unallowable ROI cost claimed
during FY 1988 and FY 1989 was $7,326.

BUILDING OCCUPANCY DISTRIBUTION

The Auditee overcharged Medicare by $193,616 in FY¥’s 1988 and
1989. The Auditee failed to adjust the occupancy costs that
were based on standard rate in order to bring it in line with
actual costs,

LEGAL FEES

Legal fees were paid and charged to Medicare for the defense of
the Auditee for lltlgatlons brought by the Federal Government

including Health Care Financing Administration. However,
because the case is still pendlng, we were not allowed to
review documentations supporting the payments. The total

amount questioned is $6,861.

MISCELLANEQUS INCOME

The Auditee received income for certain services that should
have been credited to Medicare. Miscellaneous income 1is
recorded in account 49250 under several suffixes used to
1dent1fy source and types of income. We determlned the amount
of miscellaneous income allocable to Medicare in FY’s 1988 and
1989 is to be $188,414.
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@ . Mail: P. O. Box 270895
Houston, Texas 77277-0895

Certified Public Accountants

OPINION

We have audited the "Final Administrative Cost Proposals"
(Forms HCFA 1523 and HCFA 1524) of Blue Cross and Blue Shield
of Michigan for the fiscal years ended September 30, 1989,
and 1988. These financial statements are the responsibility
cf Blue Cross and Blue Shield of Michigan’s management. Our
responsibility is to express an opinion on these financial
statements based on our audit.

We conducted our audit in accordance with generally accepted
auditing standards, government auditing standards, and the
"Guide for Audits of HCFA Programs and Activities (interim
audit instruction ‘E-1)’" dated May, 1981 and subsequent
revisions. These standards require that we plan and perform
the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting
principles used and significant estimates made by management,
as well as evaluating the overall financial statement
presentation. We Dbelieve that our audit provides a
reasonable basis for our opinion.

We have identified $3,010,916 in costs recommended for
financial adjustment and have recommended that $4,248,743

in costs be set-aside for further consideration by HCFA
officials. The final determination as to whether such costs
are allowable will be made by the United States Department of
Health and Human Services.

In our opinion, with the excepticn of the etffects of such
adjustments resulting frocm the final resolution of the
Set-Aside costs and the ultimate resolution of the costs
recommended for financia adjustment, the "Final
Administrative Cost Proposals" referred to above present
fairly, in all material respects, the adninistrative costs

Regional Office: 1511 K St. N.W., #740, Washington, D. C. 20005
Phone: (202) 347-9244 ¢ Fax: (202) 347-9191



applicable to Part A and Part B of the Health Insurance for
the Aged and Disabled Program, claimed by Blue Cross and Blue
Shield of Michigan for the fiscal years ended September 30,
1989 and 1988 in accordance with the reimbursement principles
of Part 31 of the Federal Acquisition Regulations, as
contained in 48 Code of Federal Regulations (CFR) Chapter
(CH) 1, interpreted and modified by the Medicare Agreements.

our audit was made for the purpose of forming an opinion on
the financial statements included in the first paragraph.
The supplemental information included in Schedules 1 through
4 is presented for purposes of additional analysis and is not
a required part of the basic financial statements. Such
information has not been subjected to the auditing procedures
applied in the examination of the basic financial statements
and, accordingly, we express no opinion on it.

This report is intended solely for the use of management of
Blue Cross and Blue Shield of Michigan and the Department of
Health and Human Services in regard to their agreement to
administer the Medicare program and should not be used for
any other purpose.

\ ,
S, Biwinr 7 Lo Pl Vi

Davis, Graves & Livingston. P.C.
Bellaire, Texas 77401
February 1, 1991



INTRODUCTION

BACKGROUND

Title XVIII of the Social Security Act established the
Health Insurance for the Aged and Disabled Program
(Medicare). Overall responsibility for the administration
of the Medicare program resides with the Secretary of the
Department of Health and Human Services (DHHS). Within
the Department, this responsibility has been delegated to
Health Care Financing Administration (HCFA).

Part A of the program provides insurance protection
against the costs of hospital and related care. The
Medical Insurance Program-Part B-Supplementary Medical
Insurance Benefits for the Aged and Disabled, 1is a
voluntary program and provides protection against the cost
of physicians services and other health services not
covered under Part A.

Title XVIII provides that public or private organizations,
known as Intermediaries for Part A and Carriers for Part
B, may assist in the administration of the Medicare
program. Part A Intermediaries are nominated by provider
groups. Nominations are submitted to HCFA, and agreements
are entered into with approved Intermediaries.

Part A Intermediaries receive funds for payments to
providers for the cost of service to eligible individuals
and for the Intermediaries’ administrative costs 1in
operating the program. Carriers are reimbursed for all
reasonable and allowable costs incurred in administering
the Part B.

Blue Cross and Blue Shield of Michigan (hereafter referred
to as the Auditee), a subcontractor with the Blue Cross
and Blue Shield Association, serves as a Part A
Intermediary and a Part B Carrier. Benefit payments were
made in the following amounts:

Fiscal Years

1989 1988
Part A $ 2,251,076,358 $ 2,113,731,173
Part B 1,027,552,647 952,508,249

During the two year fiscal period October 1, 1987 through
September 30, 1989, the auditee claimed $ 29,779,505 for
administering Part A and $ 67,724,883 for Part B of the
Medicare program.

3



Final Administrative Cost Proposals submitted are
presented in Exhibits A, B, C, and D. In addition,
comparative data related to benefits paid and
administrative costs claimed during each of the reporting
periods covered by the audit are presented 1in the
"Analytical Review of Reported Costs".



SCOPE OF AUDIT

our examination of the Administrative Costs of the Medicare
Program was performed in accordance with financial and
Compliance elements of the Standards for Audit of Governmental
Organizations, Programs, Activities, and Functions issued by
the U.S. Comptroller General in June 1972 (1988 reprint),
generally accepted auditing standards, and the prescribed
Tnterim Audit Instruction E-1, Part I, revised May 1981 and
HCFA reimbursed policies. The audit covered the period October
1, 1987 through September 30, 1989. Field work was performed
during the period November 5, 1990 through February 1, 1991.

The primary purpose of the examination was to:

* Determine whether the contractor has established effective
systems of internal accounting and reporting controls for
administrative costs incurred under the program;

* Ascertain whether the final administrative cost proposals
for the two FY’s ended September 30, 1989 present fairly
the costs of program administration allowable 1in
accordance with Part 31 of the Federal Acquisition
Regulations and Appendix B of the Medicare contracts;

* Follow up on the implementation and effectiveness of
corrective action recommended in prior reports.

As a part of our audit of administrative costs, we tested the
Plan’s cost accumulation and allocation systems for accuracy
and reasonableness, and reviewed the adequacy of supporting
documentation of selected cost items. We also reviewed the
procedures followed by the Plan in preparing the cumulative
interim expenditure reports and the FACPs for the two years
ended September 30, 1989.

our audit did not include a review of the effectiveness or
efficiency of the claims processing operations.



FINDINGS AND RECOMMENDATIONS
1. SUBSIDIARIES

In the prior three Medicare administrative cost audits, the
audit firms were unable to offer an opinion on the Auditee’s
cost claimed for its wholly-owned for-profit subsidiaries. In
summary, these firms reported:

(1) For the periods FY 80 through FY 83 the audit
firm was unable to obtain sufficient
documentation on subsidiaries’ costs.
Furthermore, they reported that one of the
subsidiaries was <charging ©profits on the
services it provided the Auditee. As a result
the audit firm offered no opinion on the
acceptability of approximately $1.5 million in
subsidiaries’ costs and questioned the $150,000
related to profit.

(2) For the periods FY 84 through FY 85 the audit
firm was directed by the Project Officer not to
audit subsidiary costs. Accordingly, this firm
offered no opinion on approximately $4.1 million
in subsidiaries’ <costs and <questioned the
related profit of about $311,000.

(3) For the periods FY 86 through FY 87 the audit
firm was directed by the Project Officer not to
audit subsidiary costs. Accordingly, the firm
offered no opinion on approximately $10.5
million in subsidiaries’ costs and questioned
the related profit of about $515,000.

During the current review, October 1, 1987 through September 30,
1989, we were directed by the Project Officer not to audit the
subsidiaries’ costs. According to the Project Officer, the
subsidiaries’ costs will be audited in a separate engagement. We
were requested, however, to determine if profits were charged by
the subsidiaries and allocated to Medicare.

SUBSIDIARY COSTS

We requested that the Auditee provide us with the amount of costs
charged to Medicare for each of its subsidiaries for FY 88 and FY
89. The Auditee indicated that there were four subsidiaries that
billed for their services during the audit period. However, the
Auditee was unable to identify the specific amounts charged
Medicare from each of the subsidiaries. We then agreed as in prior
audits that the Auditee would identify the total billings from each
of the subsidiaries to The Auditee.



Based on total billing from each subsidiary to The Auditee, the
estimate of costs allocated to Medicare by the subsidiaries was
determined on the application of the Medicare average allocation
percentage to total cost billed by each subsidiary to The Auditee.

Part A Part B

Subsidiary FY 1989 FY 1988 FY 1989 FY 1988
HC Real Estate §$ - 545,011 - 1,099,533
Diversitec 107,275 627,483 251,642 1,265,893
Blue Ribbon 3,368 68,475 7,901 138,142
Tower

Management 253 76,363 594 154,057
TOTAL 110,896 1,317,332 260,137 2,657,625

The total estimated costs charged to Medicare during FY 1989 and FY
1988 were $ 4,345,990. As previously stated, the Project Officer
directed us not to audit these costs. Such costs will be addressed
by a separate audit.

SUBSIDIARY PROFITS

Our review showed the Auditee had not eliminated all the profits
included in the <costs allocated to Medicare by the four
subsidiaries. However, the Auditee had made a credit adjustment of
$ 84,192 to the FY 1988 FACP and $ 14,126 to the FY 89 FACP. The
Auditee applied a composite profit margin factor of 4.5% to the
subsidiaries costs recorded in account 74503 that were charged to
the Medicare line of business.

We calculated the amount of profits charged to Medicare by applying
the profit margin factor used by the Auditee, to the total billings
from each subsidiary to The Auditee.

Part A Part B

Subsidiary FY 1989 FY 1988 FY 1989 FY 1988
HC Real Estate $ - 24,525 - 49,478
Diversitec 4,827 28,237 11,324 56,965
Blue Ribbon 151 3,081 355 6,216
Tower
Management 11 3,436 27 6,932
TOTAL 4,989 59,27 11,706 119,591
Less: Auditee’s

Adjustment _6,366 26,702 7.760 57,490
Remaining Profit <1,377> 32,577 3,946 62,101




According to the Medicare Agreement as well as the Auditee’s
subcontract agreements, only actual cost can be charges. As a
result, we consider the remaining profit of $ 97,247 to be
unallowable.

Of the total costs charged to Medicare from subsidiaries’ billings,
we offer no opinion on $ 4,248,743 (4,345,990 - 97,247) and
question the remaining $ 97,247 in profits.

RECOMMENDATION

We recommend that the Auditee make the appropriate financial
adjustment for profit, as follows:

Part A Part B
FY 1989 FY 1988 FY 1989 FYy 1988 TOTAL
Subsidiary $<1,377> 32,577 3,946 62,101 97,247

Profits =——=== ====== ======
AUDITEE RESPONSE

The Auditee agreed with the findings and recommended adjustment.

2. SPECIAL EARLY RETIREMENT PROGRAM (PENSION EXPENSE)

Auditee amended its pension plans in Fiscal Year 1988 with a
Special Early Retirement Program (SERP) For fiscal year (FY)
1988, Auditee allocated approximately $3 million of SERP
expense to Medicare and claimed the expense on its 1988 Final
Administrative Cost Proposal (FACP). Auditee was reimbursed
$2,135,884 of the claimed SERP pension expense.

As a result of a special audit performed by the Office of
Inspector General, of Special Early Retirement Program Pension
Cost claimed by Auditee, the entire amount reimbursed by
Medicare was disallowed. Their report dated June 4, 1992
stated:

"Under CAS, the unfunded actuarial liability (UAL) of the SERP
should have been amortized over 10 to 30 years as a component
in determining pension costs for Medicare reimbursement rather
than charging estimated costs in their entirety in one year"
... in order for even the lower assigned costs to be allowable
for Medicare reimbursement, they must have been funded
(contribution made to the plans) by the date specified by the
FAR. Our review found that Auditee pension plans were not
funded within the FAR specified time frame as it applies to
1988.
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Therefore, pension costs, with the amortized UAL of the SERP as
a component, are not allowable for 1988." We are in agreement
with OIG conclusion which showed that the $2,135,884 was not
computed or funded in accordance with applicable requirements.
Both Auditee and Health Care Financing Administration agreed
with their conclusions and recommendations. We recommend that
the Auditee make the appropriate financial adjustments as
follows:

Part A Part B
Fiscal Year 1988 $ 299,516 $ 1,836,368

AUDITEE RESPONSE

The Auditee agreed with the findings and recommended
disallowance.

TECHNICAL SUPPORT AREAS

Technical support center costs were billed to users, including
Medicare, at rates 1less than actual cost of certain cost
centers. The resulting residual amounts in these cost centers
were then distributed to the user. Prior to October 1988
residual amounts were distributed to the users on a different
cost allocation basis, resulting in overcharges to Medicare.
In October 1988, the basis for distributing residual amounts
was changed to the same basis used to bill users. As a result
of this change a retroactive adjustment was made to the Final
Administrative Cost Proposal for Fiscal Year 1988.

However, the adjustment amount for the period October 1, 1987
through December 31, 1987 was not recorded. We are
recommending for financial adjustment the net amount relating
to the period, of $52,033.

AUDITEE RESPONSE

The Auditee agreed with the findings and recommended
disallowance.

INTEREST ON NOTES PAYABLE

The Auditee overcharged Medicare $110,648 for unallowable
interest cost related to installment payments on a promissory
note.

In July 1985, the Auditee leased certain equipment from the
Finalco Corporation.



These leases were subsequently purchased from Finalco
Corporation by the Signal Corporation (Signal). In March 1987,
the Auditee decided to terminate its lease on some of the
equipment from Signal.

Under the terms of the lease agreement for the old equipment,
the Auditee was required to pay certain termination costs. To
cover the termination costs, the Auditee signed a promissory
note with Signal as security. The terms of the note included
36 monthly payments of $61,441 and a principal amount of
$2,039,022.

We determined that 98% of notes payments in FY 1988 and
in FY 1989 were charged to Medicare Part B. We further
determined that the notes payments included interest costs
which were unallowable under Title 48 CFR 31.205-20.

Title 48 CFR 31.205-20 States: Interest on

borrowings (however represented), bond discounts,

costs of financing and refinancing capital ..... are

unallowable ....
We determined that these payments included interest costs
totaling $37,745 for FY 1988 and $75,161 for FY 1989.
Medicare part B was allocated 98% of these costs as follows:

FY 1988 FY 1989 TOTAL
Part B $36,990 $73,658 $110,648
RECOMMENDATION

We recommend that the Auditee make the appropriate financial
adjustments as outlined above.

AUDITEE RESPONSE

The Auditee agreed with the findings and recommended
disallowance.

LEASED EQUIPMENT -~ DISK STORAGE EQUIPMENT

Medicare was overcharged for lease payments by $28,750 in FY
1988 by allocating to Medicare lease payments in excess of
costs allowable under Title 48 CFR 31.205-2 (b).

The Auditee 1leased certain Automated Data Processing
Equipments (ADPE) from a subsidiary. In 1986, Tower
Management, a subsidiary of the Auditee, purchased disk
storage equipment from International Business Machines.

The Auditee leased this equipment from Tower Management from
September 1986 to August 1988.

10
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Subsequently, the Auditee purchased the equipment from the
subsidiary in September 1988.

We determined that the total lease costs was in excess of
ownership costs allowable under TITLE 48 CFR 31.205-2, (b),
(4) which states:

... allowable rental costs of ADPE leased from any
division, subsidiary, or organization under a common
control are limited to the cost of ownership (excluding
interest or other costs unallowable under this subpart
31.2 and including the cost of money ...

In their comments to our draft report, the Auditee concurred
in our finding but at a reduced amount. The Auditee believes
the total lease payments made to Tower Management should be
reduced by the 4.5% profit margin deducted from the subsidiary
billings in Finding 1 of this report. After additional
review, we agree with the Auditee and have recomputed the
amount recommended for financial adjustment as follows:

Excess Lease Costs

Depreciation - S 663,974
ROI 187,527
Ownership Costs 851,501
Leased Cost Paid 1,131,000
Excess Lease Costs ] 279,499

Total lease payments = $1,184,293, less 4.57% Profit Margin.

Using the average occupancy percentage, we computed the
following excess applicable to Medicare as follows:

Excess Allocated to Medicare

Part A
Average Rate .04333 x $279,499 = 12,111
Part B
Average Rate .04306 x $279,499 = 12,035
TOTAL $ 24,146
RECOMMENDATION -

We recommend that the Auditee make the appropriate financial
adjustments, as follows:

11



FY 1988

Part A $12,111
Part B 12,035
TOTAL $24,146

AUDITEE RESPONSE

The Auditee concurs in the finding and the revised amount
recommended for financial adjustment.

BUILDING OCCUPANCY - DUPLICATE UTILITY CHARGE

Medicare was overcharged $32,042 in utility costs in FY 1989.
Auditee used a standard square footage rate to distribute
occupancy cost to each cost center. Occupancy cost was
computed for the month by multiplying the net usable space by
the standard foot rate. The standard rate charge included the
cost of rent, depreciation, security, utilities, etc.

We determined that during the months of October, November and
December 1988, utility costs totaling $32,042 were allocated to
Medicare in addition to the regular occupancy costs allocation.

We questioned the additional wutility costs allocated to
Medicare since utility costs were already included in the
computations of standard rates used in the allocations of
occupancy costs.

AUDITEE RESPONSE

Blue Cross and Blue Shield of Michigan’s occupancy distribution
system called for all building service charges to be paid by HC
Real Estate, a property management subsidiary of the Auditee.
The building services costs, which included utility charges,
were then billed to the Auditee by HC Real Estate. When the
invoices were paid, the expenses were booked to cost center
09600, a control account. The total expenditures for 09600
were then used to develop a standard square footage rate to
charge back occupancy costs to the various cost centers in each
facility. However, during the period October - December 1988
utility invoices were routed directly to the Auditee for
payment, bypassing HC Real Estate. The Auditee then paid the
utility invoices booking the expense to cost centers 61270 and
61280. These expenses were then allocated ¢to customers,
including Medicare. Since the only cost center used to compute
the occupancy cost distribution was 09600, the utility invoices
charges to cost centers 61270 and 61280 were not added into the
allocation base and therefore not double charged to Medicare.

12



AUDITO

SPONSE

We reviewed additional documentation provided to us by the
Auditee that showed the charges questioned were paid directly by
the Auditee and recorded as stated. We

occupancy distribution

summaries

for the

also reviewed the
period October -

December 1988 and determined that charges questioned were not
included in the total charges allocated.
with Auditee and do not recommend any financial adjustment be
made to occupancy expense.

COMPLEMENTARY CREDITS

Therefore, we agree

Based on our review of specific cost centers identified by
BCBSM’s approved complementary credit plan, we identified actual

allocations, as follows:
Amount Amount
1989 Per FACP Per Auditor Difference
Part A $ 989,890 $ 1,031,951 S 42,061
Part B 1,3 0 1,452,838 31,817
$ 2,310,911 $ 2,484,789 $ 173,878
1988
Part A $ 927,676 $ 1,003,407 S 75,731
Part B 1,194,740 1,074,556 <120,184>
$ 2,122,416 $ 2,077,963 $ <44,453>
our review of complementary credit computation disclosed

discrepancies between the amount reported in the Final Cost
Administration Cost Proposal (FACP) and to us.

Based on our discussion with the Auditee’s staff, we were told
the amounts reported in the FACP did not represent
complementary credits actually allocated to Medicare but were
estimates.

RECO ATION

Based on our computation, we recommend that the Auditee make
the following financial adjustments:

FY 1988

Part A $ 42,061 $ 75,731

Part B 131,817 <120,184>
S 173,878 $ <44,453>




AUDITEE RESPONSE

The Auditee agrees that the Complementary Credit amounts shown
on the 1523B and 1524B were lower than the actual allocations
of Complementary Credits on the FACP. The data on these forms
do not come directly from the allocations and is required to be
computed separately. BCBSM’s actual reporting of costs and
credits to HCFA/Medicare are properly reflected on the FACP
itself.

AUDITOR RESPONSE

As previously stated in our findings, amounts reported in the
FACP did not represent complementary credits actually allocated
to Medicare. We do not agree with Auditee’s response that the
amounts shown on the 1523B and the 1524B were lower than the
actual allocations of complementary credits on the FACP. The
amounts reported on the FACP and forms 1523B and 1524B did not
agree with amounts computed by us or by the Auditee.
Consequently, our recommendation remains unchanged .

ACCRUED SUBCONTRACT

Auditee accrued and charged to Medicare in FY 1989 subcontract
expense for auditing services expected to be performed in the
subsequent fiscal year. Although it appears that the
Department of Health and Human Services allows for the accrual
of such cost, generally accepted accounting principles require
that expenses be recorded in the accounting period that the
actual obligation is incurred.

We determined that the amount of accrued subcontract expense
that is not in accordance with generally accepted accounting
principles and charged to Medicare in FY 1989 is $65,316.

RECOMMENDATION

We recommend that the Auditee make the appropriate financial
adjustment:

FY 1989

Part A $ 65,316

AUDITEE RESPONSE

The Auditee disagrees with the findings, but agrees with the
accounting principle of GAAP. Auditee contends that HCFA
instructed contractors to subcontract in fiscal year 1989 to
maximum extent probable "even if the work is not completed
until September 30, 1990, at the latest". The requirements
were detailed in HCFA’s letter of August 1989.
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10.

AUDITOR SPONSE

The accrual of such expenses are not in accordance with
generally accepted accounting principles. Additionally, the
letter from HCFA stated, "In order for the funds to be
obligated in FY 1989, all Notice of Budget Approvals for
subcontract obligations must be reviewed in the office no later
than September 20, 1989". The Auditee is unable to provide a
NOBA for the accrued subcontracts as required by HCFA. After
reviewing additional documentation from the Auditee, our basis
for recommending financial adjustment remains unchanged.

RETURN ON INVESTMENT

The Auditee allocated $3,323 in FY 1988 and $ 4,003 in FY 1989
to Medicare for Return on Investment on an unallowable asset.
Return on Investment (ROI) costs were charged to Medicare for a
parking lot facility that was no longer an asset of the
Auditee.

We computed the ROI on the parking 1lot facility based
on the percentage allocated to Medicare from the respective
cost centers, as follows:

Unallowab ROI = average net book value x average yield
X Medicare percentage

FY 1988 FY 1989 TOTAL
Parking Lot Facility $ 3,323 $ 4,003 $ 7,326

RECOMMENDATION

We recommend that the Auditee make the appropriate financial
adjustments as follows:

EY 1988 FY 1989 TOTAL

Part A $ 1,097 $ 1,201 $ 2,298
Part B $ 2.226 $ 2,802 $ 5,028
$ 3,323 S 4,003 $ 7,326

AUDITEE RESPONSE

The Auditee agrees with the findings and recommendations.

BUILDING OCCUPANCY DISTRIBUTION

The Auditee overcharged Medicare by $193,616 in FY’s 1988 and
1989 for building occupancy costs. .

15
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Generally, occupancy cost is distributed based on a standard
rate per square foot. At the end of the calendar year when the
actual cost is determined, the Auditee then prepares an
analysis of actual costs versus distributed costs. The amount
of over/under distributed occupancy costs are computed and
adjustments are then made to bring the distributed costs in
line with actual costs.

Our review revealed that in FY’s 1988 and 1989, the Auditee did
not adjust the occupancy costs that were based on a standard
rate to bring it in line with actual costs. We recalculated
the occupancy costs applicable to Medicare and we determined
that Medicare was overcharged by $193,616.

We recommend that the Auditee make the appropriate financial
adjustments as follows:

X 1989 IX 1988 —TOTAL

Part A $17,493 $40,937 $ 58,430
Part B 39,531 84,639 135,186
$68,024  $125,592 $193,616
- S|ESSS SEESSTE=
AUDITER RESPONOR

The Auditee disagrees with the findings based on events in a
subsequent fiscal period. The Auditee agreed with the Auditors
that if Fiscal Years 1988 and 1989 are isolated and the
occupancy charges calculated, this finding would be correct.

Although an adjustment to occupancy expense distribution was
made in a period subsequent to our audit period, our finding
and recommended financial adjustment for fiscal year 1989 and
1988 remains valid. Bach fiscal year is independent with HCFA
closely monitoring the NOBA’s. Accordingly, the Auditee should
establish procedures to ensure that the necessary adjustments
are identified in the fiscal year affected and that the
applicable entries are made on the appropriate FACP.

We questioned the legal fees charged to Medicare in the amount
of $7,551 for FY’s 1988 and 1989.
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The amounts were paid to the law firm of Bodman & Longley for
the defense of the Auditee for pending litigation brought by
the federal government involving the Medicare Secondary Payer
laws. The Health Care Financing Administration is also
actively involved in the prosecution of the civil litigation.

We were not allowed to review the documentation supporting the
payments or the circumstances surrounding the 1litigation
because the case was pending.

In their comments to our draft report, the Auditee concurred in
our finding but at a reduced amount. The Auditee believes that
we used incorrect LOB rates to determine the amount charged to
Medicare. After reviewing the additional information provided
by the Auditee, we have recalculated the legal fees that were
charged to medicare, as follows:

FY 1988 FY 1989 TOTAL

Part A S 146 $ 2,226 $ 2,371

Part B 97 4,392 4,490

$ 243 $ 6,618 $ 6,861

RECOMMENDATION === ===== =====

We recommend that the Auditee make the appropriate financial
adjustments for $6,861. :

AUDITEE RESPONSE

The Auditee concurs in the findings and the revised amount
recommended for financial adjustment.

MISCELLANEOUS INCOME CREDITS

Auditee failed to credit to Medicare income received for
certain services provided to the auditee’s subsidiaries and
others. We determined that a total amount of $188,414 should
have been credited to Medicare during FY’s 1988 and 1989.

our examination revealed that miscellaneous income was recorded
in account 49250 under several suffixes used to identify
sources and types of incone. The income represented
reimbursements for administrative expenses incurred by Auditee
for services provided to the auditee’s subsidiaries and others.
We noted that these reimbursements were not netted against the
corresponding administrative expenses.

According to TITLE 48 CFR 31.201.5, applicable portion of any
income, rebate, allowance, or other credit relating to any
allowable cost and received by or accruing to the contractor

shall be credited to the government either as a cost reduction

or by cash refund.
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Based on the above provision,

we are of the opinion that the

income should have been netted against the corresponding costs

or the specific service provided.

We also noted and identified income amounts that were not

related to Medicare:;
as follows:

Total Miscellaneous Income in accounts
49250, 49240, & 49110 S

Less: vn
HSC
PARKING GARAGE
MMS
PROGRAM REIMBURSEMENT
CUSTOMER REIMBURSEMENT
OTHER MISC. INCOME

Income Allocable to Medicare $
Less: 1Income Allocated to Medicare:

Special Allocation-Diversitec

Related Revenue(EMC Income

included in 49250 DIVICH)

Special Allocation-Globe
Allocable Base for Adjustment $
Cost Center Allocation by BCBSM

Over/Under Allocation to Medicare

FY 1989
8,669,223

<535,639>
<857,342>
<235,009>
<239,552>
<130,982>
<162,798>

6,507,901

<3,041,863>

40,595>

3,425,443

<4,075,473>

$ <«

650,030>

Medicare Allocation

FY 1989
Part A:
Part B:

Fy 1988
Part A:
Part B:

3.75 % x $<650,030>= $<24,376>

4.12 ¥ x $ 1,200,120 = $ 49,444

and computed the credits due to Medicare

FY 1988

$ 5,352,473

<1,314,543>
< 600,640>
<1,214,187>
< 253,119>
< 669,870>

< 25,221>
$ 1,274,893

< 0>
< 74,773>

$ 1,200,120
0

$ 1,200,120

*

8.35 % x $<650,030>= $<54,277> + 40,595= $<13,682>

*

8.52 ¥ x $ 1,200,120 = $ 102,250 + $74,773 = $177,023

* Revenue from GLOBE is included in Part B at 100%.
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RECO ATION

We recommend that the Auditee make the appropriate financial
adjustments, as follows:

FY 1988 FY 1989 TOTAL
Part A $ 49,449 $<24,376> $ 25,073
Part B 177,023 <13,682> 163,341

$226,472 $ <38,058> $188,414

AUDITEE RESPONSE

The Auditee agrees that certain revenues were not credited to
Medicare in FY 1988 but contends that excess revenue was
allocated to Medicare in FY 1989. Based on additional
information provided subsequent to the completion of our audit
field work, we revised our calculations and the amount
recommended for financial adjustment. The Auditee agrees with
our revised schedule and recommendations for FY 1988, however,
they do not agree with the amounts calculated for FY 1989.

AUDITOR RESPONSE

Based on review of the additional information, we revised our
finding to exclude certain other income items identified by the
Auditee as being unrelated to Medicare. However, for fiscal
year 1989 we continue to include $2,845,168 in revenue received
by Diversitec. Although BCBSM contends that this amount should
be excluded, we noted that this position was inconsistent with
the Auditee’s previous allocation for over $3 million 1in
similar Diversitec revenues. We believe that Diversitec
related revenues, totalling approximately $5.9 million, should
be allocated to Medicare.
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& 4500 Bissonnet, Suite 340
Bellaire, Texas 77401
Phone: (713) 667-8600

Mw‘ oe Fax: (713) 667-8686

[ ]

@ ‘ Mail: P. 0. Box 270895
Houston, Texas 77277-0835

Certified Public Accountants

COMMENTS ON EVALUATION OF INTERNAL CONTROL STRUCTURE

We have audited the Medicare Part A and Part B Statements of
Administrative Costs of Blue Cross and Blue Shield of
Michigan (the Auditee) for the fiscal years ended September
30, 1989 and 1988 and have issued our report thereon dated
February 1, 1991.

We conducted our audit in accordance with generally accepted
auditing standards and the standards for financial audits

contained in Government Auditing Standards issued by the
Comptroller General of the United States.

In planning and performing our Audit of the Auditee, we
considered its internal control structure in order to
determine our auditing procedures for the purpose of
expressing our opinion on the financial statements and not to
provide assurance on the internal control structure.

For the purpcse of this report, we have classified the
significant internal control structure, policies and
procedures in the following categories:

Property and Equipment

Cash Receipts

Cash Disbursements

Purchasing and Receiving

Accounts Payable and Accrued Expenses
Payroll

For all of the control categories listed above, we obtained
an understanding of the design of relevant policies and
procedures and whether they have been placed in operation.
Ye 2lso assessed control risk.

our consideration of the internal control structure would not
necessarily disclose all matters in the internal control
structure that might be material weaknessas under standards
established by the American Institute of Certified Public
Accountants.
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A material weakness is a condition in which the design or
operation of a specific internal control structure element
does not reduce to a relatively low level the risk that
errors or irregqularities in amounts that would be material to
the financial statements being audited may occur and not be
detected within a timely period by employees in the normal
course of performing their assigned functions. However, we
noted no matters involving the internal control structure and
its operations that we considered to be material weaknesses

as defined above.

The management of the Auditee is responsible for establishing
and maintaining a system of internal accounting control. 1In
fulfilling this responsibility, estimates and judgements by
management are required to assess the expected benefits and
related costs of control procedures. The objectives of a
system are to provide management with reasonable, but not
absolute, assurance that assets are safequarded against loss
from unauthorized use or disposition, and that transactions
are executed in accordance with management’s authorization
and recorded properly to permit the preparation of financial
statements in accordance with generally accepted accounting
principles. .

Because of inherent limitations in any system of internal
accounting control, errors or irreqularities may nevertheless
occur and not be detected. Also, projection of any
evaluation of the system to further periods is subject to the
risk that procedures may become inadequate because of changes
in conditions or that the degree of compliance with the
procedures may deteriorate.

This report is intended solely for the use of management of
Blue Cross and Blue Shield of Michigan and the Department of
Health and Human Sqzvices in regard to their agreement to
administer the Medicare program and should not be used for
any other purpose.

.

AaM; %W?‘Jm'fj; 44

Davis, Graves & Livingston. P.
Bellaire, Texas 77401

February 1, 1991
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A & 4500 Bissonnet, Suite 340
Bellaire, Texas 77401
Phone: (713) 667-8600

, Fax: (713) 667-8686
P ~
@ g Mail: P. Q. Box 270895
ﬁ Houston, Texas 77277-0835
Certified Public Accountants

COMMENTS ON COMPLIANCE WITH PERTINENT REGULATORY REQUIREMENTS

We have audited the "Final Administrative Cost Proposals"
(Form HCFA 1523 and 1524) of Blue Cross and Blue Shield of
Michigan (the Auditee) for the fiscal years ended September
30, 1989, and 1988, and have issued our report thereon dated
February 1, 1991.

We conducted our audit in accordance with generally accepted
auditing standards, government auditing standards, and the
"Guide for Audits of HCFA Programs and Activities (interim
audit instruction E-1):;" dated May 1981 and subsequent
revisions. These standards require that we plan and perform
the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement.

Compliance with laws, regulations, contracts, grants, and
binding policies and procedures applicable to Blue Cross and
Blue Shield of Michigan is the responsibility of Blue Cross
and Blue Shield of Michigan’s management. As part of our
audit, we performed tests of Blue Cross and Blue Shield of
Michigan’s compliance with certain provisions of laws,
regulations, contracts, grants, and binding policies and
procedures. However, it should be noted that we performed
those tests of compliance as part of obtaining reasonable
assurance about whether the financial statements are free of
material misstatement; our objective was not to provide an
opinion on compliance with such provisions.

our testing of transactions and records selected from Federal
programs disclosed instances of non compliance with those
laws and regulations. All instances of noncompliance that we
found and the programs to which they relate are identified in
the Findings and Recommendations section of this report.
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Except as described above, the results of our test indicate
that with respect to items tested, Blue Cross and Blue Shield
of Michigan complied, in all material respects, with the
provisions referred to in the third paragraph of this report.
With respect to items not tested, nothing came to our
attention that caused us to believe that Blue Cross and Blue
Shield of Michigan had not complied, in all material
respects, with those provisons.

This report is intended solely for the use of management of
Blue Cross and Blue Shield of Michigan and the Department of
Health and Human Services in regard to their agreement to
administer the Medicare program and should not be used for
any other purpose.

74\04%, %Wng(}zl;u?: ~ Fe

Davis, Graves & Livingston. P%
Bellaire, Texas 77401

February 1, 1991
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OTHER MATTERS
Memo-FACP

The Auditee had submitted Memo-FACPs to HCFA for fiscal year
1988, for both Medicare Part A and Part B. These Memo-FACPs
provided the total actual cost incurred for Medicare during
the fiscal year. The total actual costs exceeded the amounts
claimed on the FACP for the fiscal period in both Part A and
Part B.

We were requested by HHS-OIG to include the total costs
incurred in our audit tests. Appendix C and D provide
amounts claimed on the FACP and the Memo-FACP amounts.

Changes in Administrative Costs

We have performed analytical reviews of the costs reported
between fiscal years for both Medicare Part A and Part B.
Results of these reviews are presented in the report section,
"Interim Expenditure Reports".

Prior Audit Findings

The audit guide issued by the Department of Health and Human
Services requests that we review the status of the prior
auditor’s findings and recommendations.

our Review of prior audit findings revealed that all findings
were satisfactorily resolved except for the following matter.

Complementary Credits - The auditee understated the
amount of complementary credits applicable to Medicare
during fiscal years 1986 and 1987. The complementary
credit rate was not applied to all cost centers and
certain subcontracts. Further, the Auditee computed the
complementary credit rate, using an inappropriate rate
reduction factor. As a result, Medicare had not
received $456,557 in applicable credits.

We are recommending continued financial adjustment of

the above mentioned amount until a final disposition is
agreed to by the Auditee and HCFA.
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INTERIM EXPENDITURE REPORTS

The audit guide issued by the Department of Health and Human
Services requests that comment be included in the audit
report concerning the accuracy of the Auditee’s interim
expenditure reports (IERs).

In order to determine the accuracy of these reports, we
performed various tests for clerical accuracy and reliability
of allocation methods and examined supporting costs reports
which verified actual costs as reported on the IERs chosen
for test work.

Based on the results of the work performed, it appears that
the IERs are materially accurate.
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BLUE CROSS AND BLUE SHIELD OF MICHIGAN
ANALYTICAL REVIEW OF REPORTED COSTS - PART A
FOR THE YEARS ENDED SEPTEMBER 30, 1989 AND 1988

OPERATIONS

Bill Payment

Reconsiderations & Hearing

Medicare Secondary Payer

Medical & Utility Review

Provider Cesk Review

Provider Field Audit

Provider Settlements

Provider Reimbursements

Productivity [nvestments

Other - RTI Backlog

Other - Pro Bill

FACP Claimed Costs

Administrative

Costs Claimed

1989 1988
$5,729,300 $5,315,646
280,233 425,174
1,296,280 1,102,354
1,481,214 1,504,926
1,270,978 1,512,833
2,137,502 2,326,510
1,130,063 1,214,0g5
948,178 1,209,588
115,047 342,300
] 136,456
0 300, 890
$1,388,795 515,590,710

Increase
(Decrease)

$413,654
(144,941)
193,926
(23,710)
(241,855)
(189,008)
(83,972)
(261,410)
(227,253)
(136,456)
(300,890)

($1,001,915)
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-34.09%

17.59%

-1.58%

-15.99%

-8.12%

-6.92%

-21.61%

-66.39%




EXPLANATION OF SIGNIFICANT VARIANCES > 10% AND $50,000

PART A 1989 AND 1988

Note 1 RECONSIDERATIONS AND HEARINGS

Reconsideration and hearing costs decreased by
$144,941 from 1988 to 1989 due to the reductions
in abnormally high inventory and receipt workload
volumes in 1988. The workload volume was 4,440 in
1988 compared to 1,728 in 1989.

Note 2 MEDICARE SECONDARY PAYER

The increase of $193,926 from FY 1988 to FY 1989
in Medicare secondary payer costs was due in large
part to increase in data processing costs because
of changes in distribution methodology in 1989.

Note PROVIDER FIELD A
The numbers of desk reviews decreased by 259 from
fiscal year 1988. Additionally SERP expenses were

charged in fiscal year 1988 but were not during
fiscal year 1989.

Note 4 PROVIDER REIMBURSEMENTS

SERP expenses were charged in fiscal year 1988 but
not during fiscal year 1989. The number of
reimbursements decreased by 22; No more
freestanding HHA’s and fewer providers on PIP
(Periodic Interim Payment).

Note 5 PRODUCTIV STMEN
Productivity investments costs decreased by
$227,253 in 1989. The fluctuation in productivity

investment costs depends on projects as mandated
by HCFA.
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BLUE CROSS AND BLUE SHIELD OF MICHIGAN
ANALYTICAL REVIEW OF REPORTED COSTS - PART 8
FOR THE YEARS ENDED SEPTEMBER 30, 1989 AND 1988

OPERATIONS

Cloins Payments
Review & Hearings
Beneficiary/Phys. Inquiry
Professional Relations
Medical & Utility Review
Medicare Secondary Payer
Participating Physicians
Productivity Investments
Other

Other

Other

FACP Claimed Costs

Administrative
Costs Claimed

$20,041,605

3,615,141

3,028,362

313,483

3,621,267

2,034,2M

658,221

334,593

$33,854,643

Increase
(Decrease)
1988 Amount
020,662 (319,037
4,000,640 (385,499)
3,177,880 (149,518)
0 313,483
3,306,419 314,848
1,255,359 778,912
748,000 (89,779)
949,700 (615,107)
]
191,600 16,100
]
syama0 (815,55

-0.98%

-9.64%

-4.70%

9.52%

62.05%

-12.00%

-64.7TT%

8.40%

Ref



EXPLANATION OF SIGNIFICANT VARIANCES > 10% AND $50,000
PART B 1989 AND 1988

Note 1 REVIEWS AND HEARINGS

For two months of fiscal year 1988, clerical
workforce was on strike and this function was
performed by salaried staff which was more
expensive to do so. Although the workload appears
to have increase, there was a change in counting
items from cases in fiscal year 1988 to claims in
fiscal year 1989 which distorts the comparison of
workloads

Note 2 MEDICAL REVIEW/UTILIZATION REVIEW

The increase of $314,848 in Medical
Review/Utilization Review costs was due in part to
staff 1increase required to meet larger HCFA
mandated savings goals in 1989. The increase was
also due to the change in the methodology used to
distribute Data Processing Operation expenses
instituted in 1989.

Note 3 MEDICARE SECONDARY PAYER

The increase of 62.05% reflected from 1988 to 1989
was due to increased HCFA funding because of the
higher HCFA savings goals and also due to changes
in Data Processing Cost distribution methodology
in 1989.

Note 4 PARTICIPATING OF PHYSICIANS

The decrease in participating physicians costs was
due in part to the physicians fees freeze and also
due to the abnormal increase experienced in 1988.

Note 5 PRODUCTIVITY INVESTMENTS

As stated in the explanations of variances for the
FY’s 1987 and 1988, special projects are mandated
by HCFA and as a result the cost fluctuates
depending on the type of project. The significant
decrease of 64.77% from 1988 to 1989 was due to
the large funding received in 1988 for
Reconciliation Provisions totaling $793,199
compared to $166,691 received in 1989.
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BLUE CROSS AND BLUE SHIELD OF MICHIGAN
ANALYTICAL REVIEW OF REPORTED COSTS - PART A
FOR THE YEARS ENDED SEPTEMBER 30, 1988 AND 1987

OPERATIONS

gill Payment

Reconsiderations & Hearing

Medicare Secondary Payer

Medical & Utility Review

Provider Desk Review

Provider Field Audit

Provider Settlements

Provider Reimbursements

Productivity Investments

Other - RT! Backlog

Other - Pro Bill

FACP Claimed Costs

Administrative
Costs Claimed

1988 1987
$5,315,646  $5,119,077
425,174 216,382
1,102,354 797,274
1,506,924 1,721,779
1,512,833 1,519,768
2,326,510 2,017,585
1,214,035 852,506
1,209,588 1,082,995
342,300 1,423,165
136,456 195,636
300,890 61,998
$15.390,710 515,008,165

Increase
(Decrease)
Amount

$196,569

208,792

305,080

(216,855)

(6,935)

308,925

361,529

126,593

(1,080,865)

(59,180)

238,892

»n

3.84%

96.49%

38.27%

-12.59%

-0.46%

15.31%

62.41%

11.69%

-75.95%

-30.25

385.32

Ref



EXPLANATION OF SIGNIFICANT VARIANCES > 10% AND $50,000
PART A 1988 AND 1987

Note 1 RECONSIDERATION HEARING

The <cost of reconsiderations and hearings
increased by $208,792 from 1987 to 1988 due to an
abnormally high 1nventory and receipt workload
volumes 1in 1988. Workloads for 1987 was 1,106

mrnarad +A A AAD in 1988

vuxuyua.cu e/ XTIV dedd des IS

Note 2 MEDICARE SECONDARY PAYER

The increase of 38.27% represents an increase of
$305 080 in Medicare secondary payer costs. The
increase was due to increased HCFA funding due to
higher HCFA savings goals.

Note 3 MEDICAL REVIEW/UTILIZATION REVIEW

Medical and utilization review costs reflect a
decrease of $216,855 from 1987 and 1988. 1In 1988,
fundlng for medical rev1ew/ut111zatlon review
activity was sharply reduced at insistence of
HCFA. Contracts had no choice but to reduce
staffing.

Note 4 PROVIDER FIELD AUDIT
SERP expenses were charged in fiscal year 1988.

Note 5 PROVIDER SETTLEMENT

Increase in PPS settlements and reopenings;
malpractice settlement reopenings increased; HHA
reopening increased. SERP expenses were charges.

Note 6 PROVIDER REIMBURSEMENTS

SERP expenses were charged in fiscal year 1988.
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EXPLANATION OF SIGNIFICANT VARIANCES > 10% AND $50,000
PART A 1988 AND 1987

-CONTINUED-

Note 7 PRODUCTIVITY INVESTMENTS

The significant decrease at 75.95% ($1,080,865) in
productivity investment costs in 1988 was due
largely to the high cost of installation at the
california Part A System in 1987.

Note 8 OTHER - RTI BACKLOG

There was a backlog of PRO bill adjustments that

was cleared in fiscal year 1988. In order to do

the PRO adjustments, personnel were shifted from
; Return on Intermediary (RTI'’s) adjustments. The
: following year HCFA was concerned about the build
7 up of RTI’s and personnel were shifted back to
: RTI’s.

Note 9 OTHER - PRO BILL

There was a backlog of PRO bill adjustments that

- was cleared in fiscal year 1988. In order to do
the PRO adjustments, personnel were shifted from
Return on Intermediary (RTI’s) adjustments. The
following year HCFA was concerned about the build
up of RTI’s and personnel were shifted back to
RTI’s.
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OPERATIONS
Claims Payments

Review & Hearings

Beneficiary/Phys.

FACP Claimed Cost

BLUE CROSS AND BLUE SHIELD OF MICHIGAN
ANALYTICAL REVIEW OF REPORTED COSTS - PART 8
FOR THE YEARS ENDED SEPTEMBER 30, 1988 AND 1987

Administrative Increase
Costs Claimed (Decrease)
1988 1987 Amount

$20,240,642 $18,371,277 $1,869,365
4,000,640 2,505,326 1,495,314

Inquiry 3,177,880 4,964,971 (1,787,091)

Medical & Utility Review 3,306,419 3,023,224 283,195
Medicare Secondary Payer 1,255,359 730,448 524,911
Participating Physicians 748,000 436,419 311,581
Productivity Investments 949,700 527,925 421,775
Other 191,600 185,490 6,710
Other 0 129,871 (129,871)

.....................................

s $33,870,240 $30,874,951 $2,995,289

10.18%

59.69%

-35.99%

9.37%

71.86%

71.39%

79.89%

3.29%

Ref



;
;
]
;

EXPLANATION OF SIGNIFICANT VARIANCES > 10% AND $50,000

PART B 1988 AND 1987

Note 1 CIAIMS PAYMENT

The 10.18% increase in claims payment from 1987 to
1988 was due to 12% increase in volume of claims
processed in 1988.

Note 2 REVIEWS AND HEARINGS

Reviews and Hearing costs increased by 59.69%
($1,495,314) from 1987 to 1988. In 1988, HCFA
allowed a combined unit cost of $12.71 which was
significantly higher than the $7.81 allowed in
1987.

Note 3 BENEFICIARY/PHYSICIANS INQUIRY

Beneficiary/physician inquiry costs decreased by
35.99% ($1,787,091) from 1987 to 1988 due to
significantly high level of actual inquiry volume
in 1987. Actual inquiry volume was 616,959 in
1987 compared to 304,416 in 1988.

Note 4 MEDICARE SECONDARY PAYER

Medicare secondary Payer costs increased by 71.86%
in 1988 because of the increased savings goal.
The savings goal increased by 26% in 1988.

Note 5 PARTICIPATING OF PHYSTICIANS

Participating physicians costs increased
significantly (71.39%) from 1987 to 1988 due to
HCFA delays in communication of the 1988 PAR
enrollment process to providers, thereby resulting
in multiple mailings causing confusion and many
inquiries throughout the provider community.

Note 6 PRODUCTIVITY INVESTMENTS

Generally, special projects are mandated by HCFA
each year which leads to fluctuations depending on
the type of project. 1In 1988, funding totaling
$793,100 was received for Reconciliation
provisions which accounted for the significant
increase in productivity investment costs in 1988.
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EXIT CONFERENCE

An exit conference via telephone was conducted on October

6, 1992. Those participating were:

Lou Gorning Director of Gov. Blue
Budget & Reporting

James Zoladz Manager Gov. Blue
Relations

Valerie Keese Manager Cost Acct. Blue
Norm Schwieger Lead Cost Analyst Blue
Peggy Smith Audit Analyst Blue
Walter D. Davis Partner Davis, Graves

Louis Nealy Manager Davis, Graves

Cross/Blue Shield

Cross/Blue Shield

Cross/Blue Shield
Cross/Blue Shield
Cross/Blue Shield
& Livingston P.C.

& Livingston P.C.

The findings and Recommendations as reported in this audit

report were discussed.
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BLUE CROSS AND BLUE SHIELD OF MICHIGAN
FINAL ADMINISTRATIVE COST PROPOSAL
COST INCURRED, CLAIMED AND UNFUNDED
BY OPERATION - PART A
FOR THE YEARS ENDED SEPTEMBER 30, 1989

FACP COST RECOMMENDED NO OPINION

PART A CLAIMED ADJUSTMENTS EXPRESSED
8ill Payment $5,729,300

Reconsiderations & Hearings 280,233

Medical Secondary Payer 1,296,280

Medical and Utility Review 1,481,216

Provider Desk Review 1,270,978

Provider Field Audits 2,137,502

Provider Settiements 1,130,063

Provider Reimbursements 948,178

Productivity Investments 115,047

Total Costs $14,388,795 $102,544 112,273

(b) (b)

Total Funds Withdrawn $14,874,300

Over Funded Amount (a) ($485,505)

ITVTI=TTASIIZT

(a) Represents amount in excess of amounts claimed.

(b) Represent costs recommended for adjustment and set aside;
details related to these items are provided on schedule 1.
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Claims Payment

Reviews & Hearings
Beneficiary/Phys. Inquiry
Professional Relations
Medical and Utility Review
Medicare Secondary Payer
Participating Physicians
Productivity lnvestments
Other

Total Costs

Total Funds Withdrawn

Over Funded Amount (a)

BLUE CROSS AND BLUE SHIELD QOF MICHIGAN
FINAL ADMINISTRATIVE COST PROPOSAL
COST INCURRED, CLAIMED AND UNFUNDED
BY OPERATION - PART B
FOR THE YEARS ENDED SEPTEMBER 30, 1989

FACP coST
CLAIMED
$20,041,605
3,615,141

3,028,362

313,483
3,621,267
2,034,271
658,221
334,593
207,700

$33,854,643

$33,799,100

$55,543

RECOMMENDED NO CPINION
ADJUSTMENTS EXPRESSED
$253,464 256,191
(b) (b)

(a) Represents amount claimed but not withdrawn from the

letter-of-credit.

(b) Represent costs recommended for adjustment and set aside;
details related to these items are provided on schedule 2.

EXHIBIT B
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(a)

(b)

(c)

BLUE CROSS AND BLUE SHIELD OF MICHIGAN
FINAL ADMINISTRATIVE COST PROPOSAL
COST INCURRED, CLAIMED AND UNFUNDED
BY OPERATION - PART A
FOR THE YEARS ENDED SEPTEMBER 30, 1988

COoST FACP COST  RECOMMENDED
PART A MEMO FACP  NOT CLAIMED CLAIMED  ADJUSTMENTS
Bill Payment $7,136,254 $1,818,608 (a) 85,315,646
Reconsiderations & Hearings 467,100 41,926 (a) 425,174
Medical Secondary Payer 1,102,354 1,102,354
Medical and Utility Review 1,504,926 1,504,924
Provider Desk Review 1,512,833 1,512,833
Provider Field Audits 2,326,510 2,326,510
Provider Settlements 1,214,035 1,214,035
Provider Reimbursements 1,209,588 1,209,588
Productivity Investments 342,300 342,300
QOther - RTI Backlog 136,456 . 136,456
Other - Pro Bill 300,890 300,890
vTotal Costs $17,251,264 $1,860,534 $15,390,710 425,493

(c)

Total Funds Withdrawn $14,281,500
Unfunded Amount (b) $1,109,210

Represents excess amounts of costs based on agreement over actual
costs claims. The amounts not claimed were included in the audit
tests. However, we do not recommend these amounts be accepted or
set aside because these amounts were not claimed.

Represent amounts claimed but not withdrawn from the letter-of-
credit.

Represent costs recommended for adjustment and set aside;
details related to these items are provided on schedule 3.
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EXHIBIT C

NO OPINION
EXPRESSED

© 1,284,755

(c)



Claims Payment

Reviews & Hearings
Beneficiary/Phys. Inquiry
Medical and Utility Review
Medicare Secondary Payer
Participating Physicians
Productivity Investments
Other- Carrier Incentives

Total Costs

Total Funds Withdrawn

Unfunded Amount

(a)

BLUE CROSS AND BLUE SHIELD OF MICHIGAN
FINAL ADMINISTRATIVE COST PROPOSAL
COST INCURRED, CLAIMED AND UNFUNDED
BY OPERATION - PART B
FOR THE YEARS ENDED SEPTEMBER 30, 1988

MEMO FACP
$20, 240,642
4,006,326
3,476,977
3,306,419
1,255,359
748,000
949,700
191,600

$34,173,023

cosT FACP COST  RECOMMENDED

NOT CLAIMED CLAIMED  ADJUSTMENTS
$20,240,642
3,686 (a) 4,000,640
299,097 (a) 3,177,880
3,306,419
1,255,359
748,000
949,700
191,600

$302,783 $33,870,240 82,229,415

$14,281,500

(b) $19,588,740

Represents excess amount of costs based on agreement over

actual costs claimed. The amounts not claimed were included
in the audit tests. However, we do not recommend these amounts
be accepted or set aside because these amounts were not claimed.

(b)
credit.

(c)

Represents amounts claimed but not withdrawn from the letter-of-

Represent costs recommended for adjustment and set aside;

details related to these items are provided on schedule 4,
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EXHIBIT O

NO OPINION
EXPRESSED

2,595,504
(e)
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Schedule 1
Page 2 of 2

BLUE CROSS AND BLUE SHIELD OF MICHIGAN
COST CLAIMED PER
FINAL ADMINISTRATIVE COST PROPOSAL
AND RELATED AUDITOR RECOMMENDATIONS
BY OPERATION - PART A
FOR THE FISCAL YEAR ENDED SEPTEMBER 30, 1989

EXP ATION OF ADJUSTMENTS

Represents costs set aside that are related to the
cost of goods and services purchased from
subsidiaries, net of subsidiary profits.

Represents accrual of subcontract costs that were
not in accordance with generally accepted accounting
principles. These costs are allocated by operation
based on where the costs were originally charged.

Represents Return on Investment on parking lot
facility. These costs are allocated on a pro rata
basis based on the FACP personal service costs.

Represents the Building occupancy costs overcharged
to Medicare. These costs are allocated on a pro
rata basis based on the FACP personal service costs.

Represents subsidiaries’ profits charged to
Medicare.

Represents legal costs charged to Medicare without
documentation. These costs are allocated on a pro
rata basis based on the FACP personal service costs.

Represents miscellaneous income credits. This
adjustment is allocated on a pro rata basis on the

_ FACP personal service costs.

Represents the Complementary Credit Adjustment.
These costs were allocated one-hundred percent to
the claims payment operation.
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Schedule 2
Page 2 of 2

BLUE CROSS AND BLUE SHIELD OF MICHIGAN
COST CLAIMED PER
FINAL ADMINISTRATIVE COST PROPOSAL
AND RELATED AUDITOR RECOMMENDATIONS
BY OPERATION - PART B
FOR THE FISCAL YEAR ENDED SEPTEMBER 30, 1989

EXPLANATION OF ADJUSTMENTS

Represents costs set aside that are related to the
cost of goods and services purchased from
subsidiaries, net of subsidiary profits.

Represents unallowable interest costs charged to
Medicare. These costs are allocated on a pro rata
basis based on the FACP personal service costs.

Represents subsidiaries’ profits charged to
Medicare.

Represents the Complementary Credit Adjustment.
These costs were allocated one-hundred percent to
the claims payment operation.

Represents Return on Investment on parking 1lot
facility. These costs are allocated on a pro rata
basis based on the FACP personal service costs.

Represents the Building occupancy costs overcharged
to Medicare. These costs are allocated on a pro
rata basis based on the FACP personal service costs.

Represents legal costs charged to Medicare without
documentation. These costs are allocated on a pro
rata basis based on the FACP personal service costs.

' Represents miscellaneous income credits. This

adjustment is allocated on a pro rata basis on the
FACP personal service costs.

44



- -
ESNENEN FSESOSUSESERT
NPNSUrEEEYS WESSRSFEN EASMERUFSAREY FEAENIANERENS SNSEANEITZIANN EESASENSSEN SFSEASSNAS UESASEENSE ESSIASESSN ESNESSESSS SNSE

950981 926°1Y 909’0te’t
?l!lll.lll BESESNRNENR NUNNENEANESR EESEENTITXENE NTWERR WES =28 NSRw l.l =
Z9Y'009°EL  212°Y2  Y9Y't2l 56°'912 BE6°Y01 1L SIST201°L 222°1Z°2 699°21L°L 06S°20€°) 110°9¥6  Q21°SeE  Q19°S/L’Y
£6Y°S2Y 1124 "l 129101 [{V M 1} 029°€ 220°9 999°12 958°99 90Y°99 £59°1 82£°06
6Yy°6Y 199 €9t e o021’y 962’y ys'L 990°S 9L°S 9oL’y 2698 219N
o ' | ] ” ” 02 sl {1 ”" 9 2y
1£2°¢2 1€2'ss
158°0Y £69 0t 29 1ny's 1139 3 8229 22y oL’y 295°€ 29¢°y '
915662 w®2'101 9c0°0t 019°29 £91°09 129°6¢
160°L 12 1 12 7] ] <9l ott ot o 111 ot
218°2¢ 29 925 259 092°2 909°2 908’y gc2's 9c2°¢ 092°2 us 20y’ 1L
(20°'98) QL' Qe Q') (€20°9) (989°'9) (te’z21)  (ov'9) 209’9 (c20°'9) (2952 (s21°08)
2L 0 0 0 0 0 ] L] 698°S g2 ] 922’y
£33 3 E ] NENeeaSSed
SS6°SOL’YY C6L°CI2  009°SaL $09°91¢ £S9°6LL°L  CSTURLL'L YALUSEL’Z CSE'YEE'L 9YYUOLE'L 6LY'ZI0°L 1E9I98E 964°<98°‘Y
SSLY92°L €89°'C2 eve'al $69°¢2 c£6°68 V2°200L 91L°26%  BLY'E2L  wLY'9IL  <E6'6R 1,91 0S9'6%Y
012°06£°SL 068°00¢ 9SY'9f1 00£°2%¢ 09S°602°1L  SEOYI2'L OIS°9E’Z SEV21S’L 926°Y0S°L YSE'Z01°L YLU'S2Y  9WSIL'S
w101 1M 084  D0TNIVE  SINIWLSIANT ANIMIS  SINIMITLIS  SiIONV SAIIATE  AIIAIE  AUVONODIS SONINVIN  SINIMAVY
o 113 ALIALLONGDNd  -WWNIIN  ¥3G1A0Nd gt 1T »*3d ALIVIAA  JWVIIOM  "QISNODFY 10
mmio ¥301A0W YIAIAONE  ¥ICIA0W 3 WIIAM
9051 ‘OF UIGHILAIS GIONI ¥VIA WISI4 ML W04
¥ 19v4 - NO11V¥34O AR
SNO1IVONIN0IIY YOLIOW GILVIIY ONY
TVSOd0Ud 1507 JALAVELSININGY TYNI4
Z Jo | #bey ¥3d GMIVII 1300
£ 9 )npeyos NYDINDIN 40 G13INS ING ONV SSO¥I N8

GV 10N 150D

0314300 1300

SINMISAraY TViI01

$334 VON

11030 AUVININIINNOD

*1810 ADNVAND20 ‘209

1300 NOISNId d¥3S

LRMLISIANT WO NunLIN

1130%4 $31¥ViCISENS

13044N8 VIIMNI3L

2310 IVWO1S

‘rav 304 GIONNOIN

wiolens

1900 Awvigisens

181300 3018y 138
AWMV 1900 4IV4

easceacmcscscessccvasannce

W0114182830

("

ol

1802

‘on
‘rov

45




Schedule 3
Page 2 of 2

BLUE CROSS AND BLUE SHIELD OF MICHIGAN
COST CLAIMED PER
FINAL ADMINISTRATIVE COST PROPOSAL
AND RELATED AUDITOR RECOMMENDATIONS
BY OPERATION - PART A
FOR THE FISCAL YEAR ENDED SEPTEMBER 30, 1988

ADJ. # EXPLANATION OF ADJUSTMENTS

10.

11.

Represents costs set aside that are related to the
cost of goods and services purchased from
subsidiaries, net of subsidiary profits.

Represents lease payment costs overcharged to
Medicare. These costs are allocated by operations
based on where the costs were originally charged.

Represents the Technical Support Area adjustments of
residual amounts.

Represents subsidiaries’ profits charged to
Medicare.

Represents Return on Investment on parking lot
facility. These costs are allocated on a pro rata
basis based on the FACP personal service costs.

Represents cost of pension expense attributable to
the Special Early Retirement Program (SERP).

Represents the Building occupancy costs overcharged
to Medicare. These costs are allocated on a pro
rata basis based on the FACP personal service costs.

Represents the Complementary Credit Adjustment.
These costs were allocated one-hundred percent to
the claims payment operation.

Represents legal costs charged to Medicare without
documentation. These costs are allocated on a pro
rata basis based on the FACP personal service costs.

Represents miscellaneous income credits. This
adjustment is allocated on a pro rata basis on the
FACP personal service costs.

This is the excess amount of costs incurred above
costs claimed by the Auditee. The total costs not
claimed were amounts expended in excess of the
negotiated fixed rate per claim.
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10.

Schedule 4
Page 2 of 3

BLUE CROSS AND BLUE SHIELD OF MICHIGAN
COST CLAIMED PER
FINAL ADMINISTRATIVE COST PROPOSAL
AND RELATED AUDITOR RECOMMENDATIONS
BY OPERATION - PART B
FOR THE FISCAL YEAR ENDED SEPTEMBER 30, 1988

EXPLANATION OF ADJUSTMENTS

Represents costs set aside that are related to the
cost of goods and services purchased from
subsidiaries, net of subsidiary profits.

Represents unallowable interest costs charged to
Medicare. These costs are allocated on a pro rata
basis based on the FACP personal service costs.

Represents lease payment costs overcharged to
Medicare. These costs are allocated by operations
based on where the costs were originally charged.

Represents subsidiaries profits charged to Medicare.

Represents the Technical Support area adjustment of
residual amounts.

Represents cost of pension expense attributable to
the Special Early Retirement Program (SERP).

Represents Return on Investment on parking lot
facility. These costs are allocated on a pro rata
basis based on the FACP personal service costs.

Represents the Complementary Credit Adjustment.
These costs were allocated one-hundred percent to
the claims payment operation.

Represents the Building occupancy costs overcharged
to Medicare. These costs are allocated on a pro
rata basis based on the FACP personal service costs.

Represents legal costs charged to Medicare without

documentation. These costs are allocated on a pro
rata basis based on the FACP personal service costs.
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11.

12.

Schedule 4
Page 3 of 3

BLUE CROSS AND BLUE SHIELD OF MICHIGAN
COST CLAIMED PER
FINAL ADMINISTRATIVE COST PROPOSAL
AND RELATED AUDITOR RECOMMENDATIONS
BY OPERATION - PART B
FOR THE FISCAL YEAR ENDED SEPTEMBER 30, 1988

ADJ. # EXPLANATION OF ADJUSTMENTS
Represents miscellaneous income credits. This

adjustment is allocated on a pro rata basis on the
FACP personal service costs.

This is the excess amount of costs incurred above
costs claimed by the Auditee. The total costs not
claimed were amounts expended in excess of the
negotiated fixed rate per claim.
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Blue Cross Medicare
Blue Shield

of Michsgan

Rosalee Livingston
Vice President 600 Lafayette East
Government Business Group Detroit, Michigan 48226

October 23, 1992

Walter D. Davis

President

Davis, Graves & Livingston, P.C.
Suite 340

4500 Bissonnet

Bellaire, Texas 77401

Dear Mr. Davis:

We have completed our review of your draft audit report of
our Medicare administrative expenses for fiscal years 1988
and 1989. Of the $3,372,633 that the draft audit report
recommends for adjustment, we-are-in agreement with
$2,289,772 of the findings. -~ This includes the $2,135,884
finding on the Special Early Retirement Program (SERP) that
was previously agreed to in a separate pension audit.

Enclosed is a summary and finding-by-finding response to the
draft audit report. Where there is disagreement, we explain
our position and/or the basis for re-calculating the amount

of the finding.

If there are any questions on the enclosed material, please
contact Lou Gorning, Director of Government Budget &
Reporting on (313) 225-7374 or contact Norm Schweiger of the
Cost Department on (313) 225-0425.

Sincerely, ,

.//"7 T-. - . : . o : . ;
Ko, Aperis: Con

Rosalee Livingston

Enclosure

cc: J. Sucharski, HCFA R.O.
P. Swanson, OIG
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DAVIS, GRAVES, & LIVINGSTON MEDICARE AUDIT RESPONSES
" FISCAL YEAR 1988 & 1989

FINDING #1: SUBSIDIARY PROFITS — $97,247

The DGA&L review showed the Auditee had not eliminated alil the profits included in the costs
allocated to Medicare by the four subsidiaries. However, the Auditee had made a credit
adjustment of $84,192 to the FY 1988 FACP and $14,126 to the FY 1983 FACP. The Auditee
applied a composite profit margin factor of 4.5% to the subsidiaries costs recorded in account
745.03 that were charged to the Medicare line of business.

DGA&L calculated the amount of profits charged to Medicare by applying the profit margin factor
used by the Auditee, to the total billings from each subsidiary to Blue Cross and Blue Shield of

Michigan.

RESPONSE:
BCBSM agrees with the finding.

FINDING #2: SPECIAL EARLY RETIREMENT PROGRAM (PENSION EXPENSE)

- $2,135,884
Auditee amended its pension plans in Fiscal Year 1988 with a Special Early Retirement Program
(SERP) for Fiscal Year 1988. The auditee allocated approximately $3 million of SERP expense
to Medicare and claimed the expense on its 1988 Final Administrative Cost Proposal (FACP).
Auditee was reimbursed $2,135,884 of the claimed SERP pension expense.

As a result of a special audit performed by the Office of Inspector General, of Special Early
Retirement Program Pension Cost claimed by Auditee, the entire amount reimbursed by
Medicare was disallowed. Their report dated June 4, 1992.

We recommend that the auditee make the appropriate financial adjustments.

RESPONSE:
BCBSM agrees with the finding.

FINDING #3: TECHNICAL SUPPORT AREAS - $52,033

Technical support cost centers were billed to users, including Medicare, at rates less than actual
cost of certain cost centers. The resulting residual amounts in these cost centers were then
distributed to the user. Prior to October 1988 residual amounts were distributed to the users cn
a different cost allocation basis, resulting in overcharges to Medicare. In October 1988, the
basis for distributing residual amounts was changed to the same basis used to bill users. As a
result of this change a retroactive adjustment was made to the Final Administrative Cost
Proposal for Fiscal Year 1988. However, the adjustment amount for the period October 1, 1987
through December 31, 1987 was not recorded. We are recommending a financial adjustment
for the net amount relating to the period totalling $52,033.

RESPONSE:

BCBSM agrees with the finding.
Page 1



DG&L AUDIT

FINDING #4: INTEREST ON NOTES PAYABLE - $110,648
The Auditee overcharged Medicare $110,648 for unallowable interest cost related to instaliment

payments on a promissory note.

In July 1985, the Auditee leased certain equipment from the Finalco Corporation. These leases
were subsequently purchased from Finalco by the Signal corporation. In March 1987, the
Auditee decided to terminate its lease on some of the equipment from Signal.

Under the terms of the lease agreement for the old equipment, the Auditee was required to pay
certain termination costs. To cover the termination costs, the Auditee signed a promissory note
with Signal as security. The terms of the note included 36 monthly payments of $61,441 and a

principal amount of $2,039,022.

We determined that 98% of notes payments in FY 1988 and FY 1989 were charged to Medicare
Part B. We further determined that the notes payments included interest costs which were
unallowable under title 48 CFR 31.205-20 totaling $37,745 for FY 1988 and $75,161 for FY

1989.

RESPONSE:
BCBSM agrees with the finding.

FINDING #5: LEASED EQUIPMENT — DISK STORAGE EQUIPMENT - $28,750
Medicare was overcharged for lease payments by $28,750 in FY 1988 by allocating to Medicare
lease payments in excess of costs allowable under Title 48 CFR 31.205-2(b)(4).

The Auditee ieased certain Automated Data Processing Equipment from a subsidiary. In 1986,
Tower Management, a subsidiary of the Auditee, purchased disk storage equipment from
International Business Machines. The auditee leased this equipment from Tower Management
from September 1986 to August 1988. Subsequently, the auditee purchased the equipment
from the subsidiary in September 1988.

RESPONSE:

BCBSM agrees with the finding at a reduced amount of $24,146.

The Federal Aquisition Regulations state that lease payments to a subsidiary cannot
exceed the cost of ownership of the assets in question. A review was conducted of

the auditors calculations for ownership costs, which include depreciation and RO/, and total
lease payments made during Fiscal Year 1988. The calculations were found to be correct.

However, a review of the calculations for Finding #1 shows that Tower Management invoices
relating to the above lease payments were also included in the Subsidiary Profits Finding.
Therefore, in the calculations for Finding #5, the total lease payments made to Tower
Management must be reduced by 4.5% before comparing total lease charges to ownership
costs. The 4.5% factor is the amount of profit deducted from subsidiary billings in Finding #1.
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DG&L AUDIT
Finding #5 (continued)

We have recalculated the excess lease payments charged to Medicare in Fiscal Year 1988 to be
$12,111 for Part A and $12,035 for Part B.

Total Lease Payments $1,184,293
Less Profit Margin (4.5%) . 53,293
1,131,000
Less Ownership Costs 851,501
Total Excess Payments 279,499
( Part A | | _PartB l
4.333% 4.306%
Allocated Excess Lease Payments $12,111 $12,035
Total PartA&B $24 146

FINDING #6: BUILDING OCCUPANCY — DUPLICATE UTILITY CHARGE - $32,042
Medicare was overcharged $32,042 in utility costs in FY 1989. Auditee used a standard square
footage rate to distribute occupancy cost to each cost center. Occupancy cost was computed
for the month by muitiplying the net usable space by the standard foot rate. The standard rate
charge included the cost of rent, depreciation, security, and utilites.

We determined that during the months of October, November and December 1988, utility costs
totaling $32,042 were allocated to Medicare in addition to the regular occupancy costs
allocation.

We questioned the additional utifity costs allocated to Medicare since utility costs were already
included in the computations of standard rates used in the allocations of occupancy costs.

RESPONSE:

BCBSM disagrees with this finding.

Through Calendar Year 1988, BCBSM's occupancy cost distribution system called for all
building services charges to be paid by HC Real Estate, a property management subsidiary of
BCBSM. The building services costs, which included utility charges, were then billed to BCBSM
by HC Real Estate. When the invoices were paid, the expenses were booked to cost center
09600, a control account. The total expenditures for 09600 were then used to develop a
standard square footage rate to charge back occupancy costs to the various cost centers in each
facility. However, during the period October — December 1988, utility invoices were routed
directly to BCBSM for payment, bypassing HC Real Estate (See the flow chart on page 4).
BCBSM then paid the utility invoices booking the expense to cost centers 61270, Outstate
Facility Operations, and 61280, Diversitec Operations. These expenses were then allocated to
customers, including Medicare, based on each cost center’s allocation rate. Since the only cost
center used to compute the occupancy cost distribution was 09600, the utility invoices charged
to cost centers 61270 and 61280 were not added into the allocation base and therefore not

double charged to Medicare.
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DG&L AUDIT
Finding #6 (continued)

Utility Invoices ‘ 5 Utility Invoices Billed
Billed To Facilities Directly To BCBSM
v
[ Paid By HC Real Estate I |__Paid By BCBSM |
|
Included In Subsidiary
Billings To BCBSM
Posted To Cost Ctr 09600 Posted To Cost Ctrs
Account Number 74503 61270 & 61280
Purchased Svcs — HCRE Acct #71004 Utilities
v
Included In Occupancy Cost Allocated At Cost Ctr
Distribution LOB Rates

FINDING #7: COMPLEMENTARY CREDITS — $129,425
DG&L's review of the complementary credit computation disclosed discrepancies between the
amount reported in the Final Administration Cost Proposal (FACP), and information given to us

by the Auditee. '

Based on our discussion with the Auditee’s staff, we were told the amounts reported in the
FACP did not represent complementary credits actually allocated to Medicare but were
estimates.

RESPONSE:

BCBSM disagrees with the finding. '

DG&L obtained their amounts from the HCFA Form 1523B and 1524B (Schedule of Credits EDP
and Overhead), a supplementary information schedule attached to the IER and FACP cost
reports. The data on this form does not come directly from the allocations and is required to be
computed separately. BCBSM agrees that the Complimentary Credit amounts shown on the
1523B and the 1524B were lower than the actual allocations of Complementary Credits on the
FACP. However, BCBSM'S actual reporting of cost and credits to HCFA/Medicare are properly
reflected on the FACRP itself.

FINDING #8: ACCRUED SUBCONTRACT — $65,316

Auditee accrued and charged to Medicare in FY 1989 subcontract expense for auditing services
expected to be performed in the subsequent fiscal year. Although it appears that the
Department of Health and Human Services allows for the accrual of such cost, generally
accepted accounting principles require that expenses be recorded in the accounting period that
the actual obligation is incurred.
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DG&L AUDIT
Finding #8 (continued)

We determined that the amount of accrued subcontract expense that is not in accordance with
generally accepted accounting principles was charged to Medicare in FY 1989, for $65,316.

RESPONSE:

BCBSM disagrees with the finding, but agrees on the accounting principle of GAAP.

HCFA has instructed contractors to subcontract in FY 1989 to maximum extent possible, “even if
the work is not completed until September 30, 1990, at the latest". The cost reports which were
to be audited by subcontractors needed to be in the Fiscal Intermediaries possession by
September 30, 1989, in order for the subcontract to qualify for obligation in Fiscal Year 1989.
The requirements are detailed in HCFA's letter of August 1989, copy attached. Copies of
invoices supporting the accrual are available for review. BCBSM believes this authorization
allows a Plan to claim the expense.

FINDING #9: RETURN ON INVESTMENT - $7,326
The auditee allocated $3,323 in FY 1988 and $4,003 in FY 1989 to Medicare for Return on
Investment on an unallowable asset.

Return on Investment (ROI) costs were charged to Medicare for a parking lot facility that was no
longer an asset of the Auditee.

RESPONSE:
BCBSM agrees with the finding.

FINDING #10: BUILDING OCCUPANCY DISTRIBUTION - $193,616
BCBSM overcharged Medicare by $193,616 in FY's 1988 and 1989 for building occupancy
costs.

Generally, occupancy cost is distributed based on a standard rate per square foot. Atthe end of
the calendar year when the actual cost is determined, BCBSM then prepares an analysis of
actual costs versus distributed costs. The amount of over/under distributed occupancy costs
are computed and adjustments are then made to bring the distributed costs in line with actual
costs.

The DG&L review revealed that in FY’s 1988 and 1989, BCBSM did not adjust the occupancy
costs that were based on a standard rate to bring it in line with actual costs. DG&L recalculated
the occupancy costs applicable to Medicare and determined that Medicare was overcharged by
$193,616.

RESPONSE:

BCBSM disagrees with the finding.

BCBSM agrees with the auditors that if Fiscal Years 1988 and 1989 are isolated and the
occupancy charges calculated, this finding would be correct. However, the credit for over
allocating occupancy charges during this period was made in December of 1989 which would

translate into Fiscal Year 1990.
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DG&L AUDIT
Finding #10 (continued)

The process BCBSM uses to distribute occupancy charges is split into three basic steps.

1. Occupancy charge distributions are calculated based on a standard square foot rate.
This distribution rate is based on the budgeted cost for the Building Services cost centers
and the usable square footage of space.

2. When actual costs for each month become available, the distribution is recalculated and
compared to the cost distributed based on budgeted figures. The resulting over or under
allocation is monitored on the variance analysis report on a year to date basis.

3. When the over or under allocation variance becomes material, an adjustment is made to
bring the actual allocations in line with what should be allocated based on actual costs.
This adjustment usually happens on an annual basis in December, but it could happen
anytime throughout the year.

Depending on when the adjustments are made during the year, there most likely will be an over
or under allocation in one fiscal year, with the opposite happening in the subsequent fiscal year.
The year end adjustments for Calendar Years 1988 and 1989, were not made until December of
1989. Therefore, when Fiscal Years 1988 and 1989 are isolated, there is an overcharge to
Medicare. However, during Fiscal Year 1990, there is an undercharge to Medicare which offsets
the previous fiscal year variance.

Following is a breakdown of the periodic over and under allocations of occupancy charges:

Total CY FY
over\{(under) over\(under) over\(under)

Jan — Sept 1987 ($541,422)
Oct — Dec 1987 (506,769) (1,048,191)
Jan — Sept 1988 1,500,372 ' 993,603
Oct — Dec 1988 380,881 1,881,253
Jan — Sept 1989 210,093 590,974
Oct - Dec 1989 (2,105,989) (1,895,896)
Jan — Sept 1990 611,095 (1,494,894)
Oct — Dec 1990 51,725 662,820

($400,014) ($400,014) $89,683

The total overcharge across Fiscal Years 1988, 89, & 90 is $89,683. The allocated portion
charged to Medicare is as follows:

Part A: 2.96% $2,655
Part B: 8.52% $7,641
Total $10,296

Although there was a slight net overcharge of occupancy costs through Fiscal Year 1990, this
variance should be virtually eliminated during Fiscal Year 1991.
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DG&L AUDIT

FINDING #11: LEGAL FEES - $7,551
DGA&L questioned the legal fees charged to Medicare in the amount of $7,551 for FY's 1988 and

1989.

The amounts were paid to the law firm of Bodman & Longley for the defense of the Auditee for
pending litigation brought by the Federal Government involving the Medicare Secondary Payer
laws. The Health Care Financing Administration is also actively involved in the prosecution of
the civil litigation.

We were not allowed to review the documentation supporting the payments or the
circumstances surrounding the litigation because the case was pending.

RESPONSE:

BCBSM agrees with the finding, but at a lesser amount of $6,860.66.

According to Federal Aquisition Regulation 31.205-47(b), costs incurred in connection with the
defense of charges brought by the Government against a contractor are unallowable for
reimbursement. Therefore, we agree with the above finding to the extent of the Federal
Reimbursement Policy. However, the amount calculated by BCBSM is slightly different than that
of the auditors because incorrect LOB rates were used. The following is BCBSM's calculation of
unallowable legal expense charged to Medicare for Fiscal Years 1988 and 1989:

FY 88 FY 89 Total
Part A $145.68 $2,225.44 $2,371.12
Part B 97.12 4,392.42 4,489.54
$242.80 $6,617.86 $6,860.66

FINDING #12 — MISCELLANEOUS INCOME CREDITS
Auditee failed to credit to Medicare income received for certain services provided to the
auditee’s subsidiaries and others. We determined that a total amount of $512,795 should have

been credited to Medicare during FY's 1988 and 1989.

We also noted and identified income amounts that were not related to Medicare; and computed
the credits due to Medicare.

RESPONSE:

BCBSM disagrees with the findings.

BCBSM receives reimbursement for certain expenses from outside sources. These "recoveries’
are then credited to BCBSM's various customers based on the allocation of the original expense.
The Miscellaneous Income accounts 49240, Advance Seminar Fees, and 49250, Miscellanecus
Admin. Exp. Reimb., are used to record the reczipt of these reimbursements and, in turn, form
the allocation base used to credit revenue to the various customers. In order to equitably
distribute this miscellaneous revenue, BCBSM classifies the recoveries into three categories.
These are: Medicare only; Medicare and private business; private business only. Exhibit A
identifies these three categories. Note that Medicare only recoveries are credited 100% to
Medicare, private business only recoveries are credited 100% to private business, and
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DG&L AUDIT
" Finding #12 (continued)

reimbursements for expenses incurred by both Medicare and private business are credited to
customers based on the allocation of the initial expense.

As mentioned above, the only Miscellaneous Income accounts which should be allocated back to
the various customers are 49240, Advanced Seminar Fees, and 49250, Misc. Admin. Exp. Reimb.
DGA&L included in the allocation base account #49110, Parking Facility. The expense incurred to
maintain the parking facility is included in an administrative expense account which is allocated
100% to private business. Therefore, the revenue included in account #49110 which offsets this
parking facility expense, should not be allocated to Medicare. Revenue in Account #49110is
generated from employee payroll deductions.

In addition, for Fiscal Year 1989 DG&L used revenue charged to a sub account entitled Diversitec
as allocable to Medicare and private business. Electronic Media Claims revenue (EMC) included
in this subaccount amounts to $3,041,863 and is credited to Medicare and private business.
However, the remaining $2,845,168 represents revenues received by Diversitec prior to the
closing of the subsidiary, and the amount moved to the parent company'’s books in 1989. This
portion was not allocated to any customers.

BCBSM agrees, as previously stated in the documentation supplied to the auditor, that a credit
was not given in Fiscal Year 1988. BCBSM, however, disagrees with the auditors interpretation of
the substance of each sub account and DG&L's calculation.

BCBSM claims that the finding should be as follows, rather than that reported in the auditor’s

findings.
PART A PART B TOTAL

FISCAL YEAR 1988:

Claimed $0 $0 $0

Owed 49,445 177,023 226,468
Total Owed HCFA $49,445 $177,023 $226,468
DG&L Finding 140,681 290,924 431,605
Difference ($91,236). ($113,901) ($205,137)
FISCAL YEAR 1989:

Claimed $152,830 $340,302 $493,132

Owed 21,914 89,391 111,305
Total Owed BCBSM ($130,916) ($250,911) ($381,827)
DGA&L Finding 25,162 56,028 81,190
Difference ($156,078) ($306,939) ($463,017)

TOTAL F.Y.’88 & 89:

Total Owed BCBSM ($81,471) ($73,888) ($155,359)
Total DG&L Finding 165,843 346,952 512,795
Difference $247,314 3$420,840 $668,154
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DG&L AUDIT

OTHER MATTERS - CHANGES IN ADMINISTRATIVE COSTS

DG&L requires comments on the following significant variances between Fiscal Years 1987 and
1988, and 1988 and 1989.

NOTE 1989 1988 Inc/(Dec)
Part A
Provider Desk Review (1) 1,270,978 1,512,833 (241,855)
Provider Reimbursements (1) 948,178 1,209,588 (261,410)
Part B
Reviews and Hearings (@) 3,615,141 4,000,640 (385,499)
1988 1987 Inc/(Dec)
Part A .
Provider Field Audit 2,326,510 2,017,585 308,925

Provider Settlement
Provider Reimbursements
Other — RIT Backlog
Other — Pro Bill

3)

3) 1,214,035 852,506 361,529
3) 1,209,588 1,082,995 126,593
4) 136,456 195636  (59,180)
4) 300890 61998 238,892

P P e

Expenses increased/decreased for the following reasons:

(1) PROVIDER DESK REVIEWS — SERP expenses were charged in 1988; the number

of desk reviews decreased by 259; HHA and Home Office decreases.

(1) PROVIDER REIMBURSEMENTS - SERP expenses were charged in 1988; the

number of reimbursements decreased by 22; no more freestanding HHA's; fewer
providers on PIP (Periodic Interim Payment).

(2) REVIEWS AND HEARINGS - For two months at the beginning of FY 1988, our

clerical workforce was on strike and this function was performed by salaried staff
which was more expensive to do so. FY 1989 was a normal period and costs were
reduced accordingly. The workload appears to increase between the fiscal periods
but there was a change in counting items from cases in FY 1988 to claims in FY
1989 which distorts the comparision of workloads.

(3) PROVIDER FIELD AUDIT — SERP expense charged,
(3) PROVIDER SETTLEMENT - SERP expense charged; PPS settlement and

reopening increases; malpractice settlement reopening increases; HHA reopening
increases; hospital/other reopening increases.

(3) PROVIDER REIMBURSEMENTS — SERP expense charged.
(4) OTHER — RTI BACKLOG & PRO BILL ADJUSTMENTS — There was a backlog of

PRO bill adjustments that was cleared in FY 1988. In order to do the PRO
adjustments, personnel were shifted from Return to Intermediary (RTIs)
adjustments. The following year HCFA was concerned about the build up of RTls

and personnel were shifted back to RTls.
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DEPARTMENT OF HEALTH & HUMAN SERVICES
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Heaith Care
Financing Administration

- . Memoréndun
AB = 1889 Refer to: BPO-Pi1

Director
Office of Financial Operations

Authorization for Subcontractors-PY 89--ACTION

ARAs for Pinancial Operations
Regions VvV, VI, X
ARAs for Medicare
Regions I, II, 11I, IV, VII, VIII, IX

This supplements our memorandum of June 26, 1989 to all
Asgsoclate Regional Administrators (tab A) requesting
estimates of additicnal funding for audit subcontract worXk in
FY 83.

We have attached copies of an August 12, 1987 memo from
Health and Human Services (HHS), Office of Financial Policy
(tab B) and the October 6, 1988 memo from HHS, Division of
Acquisition Policy (tab C) which clarify Section 210 of the
Appropriation Act.

Section 210 permits funds provided in this Act to be used for
l-ycar contracts which are to be performed in 2 fiscal years,
s0 long as the total amount for such contracts is obligated
in the year for which the funds are appropriated. This
should be considered in your current discussions with
contractors since this will supersede the 120-day limitation
imposed for completing subcontract work in our memorandum of
June 26, 1989 . As stated in discussions with your staff,
contractors should be advised to provide their regional
office with estimates of unfinished worklocad for ry 89 and
the coats for subcontracts to be obligated in PY 89 but not
completed until FY 90. Upon receiving these estimates from
each regional office, an analysis of funds will be used to
provide the regions with additional funding in FY 89 for the
obligations due to new subcontracts.

To administsr this directive the regional offices should be
cognizant of the following:

1) Piscal intermediaries (FIs) requesting additional
funding must exhaust all PY 89 current audit
allotments.



U8-01-89 12:59PM HCFA/BPO PO3,

2

2) Pls do not need a Request for Proposal to

subcontract. Fls can use a streamlined process to
subcontract the ry 89 audit work (tab D).

3) PIs can request additional funding to subcontract
audit of hospital credit balcneca? the

Please submit no later than August 4, 1989 for each
contractor within your regien, the nature and dollar amounts

of estimated subcontracts for FY 89 to be complated in PY 9@
to:

Health Care Financing Administration
DBurvsu of Program Qperations

Office of Pinancial Operaticns
Director, Division of Provider Audit
6300 Security Boulevard

Room 1445, Meadows East Building
P.O. Box 26679

Baltimore, Xaryland 21207

Also, in order for the funds to be obligated in PY 89, all
Notice of Budgct Approvals for subcontract obligations must
be received in this office no later than September 20, 1989.

In addition, this officc is negotiating the Contractos
Performance Evaluation Program (CPEP) standards which could
be affected by this directive with the Office of Program
Adminjatration. If modifications €0 the CPCP standards are
warranted, a separate statement will be issued.

Please contact the audit analyst assigned to your region with
any questions on this issus. :

Authorization for subcontractors:

Regions I, I, V David Walker PTS, 646-7556

Regions III, IV wayne Schreiber FTS, 646-7%49

Regions VT, VIII Sara P. Smallaey PTS, 646-7851

Regions VII, IX, X William Beffner FTS, 646-73%7

Aospital Credit Balances -

All Regions . Etan Herbst PTS, 646-05136
John Epple rTS, 646-7562

Attachments - 4
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Frank Derville



